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REGULAR SESSION OF 2013

Date: Wednesday, March 27, 2013
Time: 4:45 p.m.

Conference Room: 308

TESTIMONY ON SENATE BILL NO. 1066 H.D.1
RELATING T0 SECURITIES LAW

TO THE HONORABLE SYLVIA LUKE, CHAIR, AND MEMBERS OF THE COMMITTEE:

Thank you for the opportunity to testify. My name is Tung Chan,

Commissioner of Securities and head of the Business Registration Division (Division) of

the Department of Commerce and Consumer Affairs. The Department strongly

supports this administrative bill unamended.

This bill would have no fiscal impact to implement. This bill and its identical

companion bill have been reviewed, approved and passed out by the subject

committee, the Consumer Protection Committee, unamended other than the

effective date. We ask that this Committee also pass the bill unamended.

The Hawaii Uniform Securities Act, HRS Chapter 485A, contains some errors

and inconsistencies. This measure amends the Hawaii securities laws to correct and
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clarify these errors and inconsistencies. The bill makes corrections in the following

areas:

1. This bill corrects a grammatical error, changing the verb "gives" to "give" in

the definition of a "security."

2. This bill amends the definition of a "security" to correctly incorporate the

fourth element of a quasi-contractual security to track the language of Hawaii case law

as determined by the Hawaii Supreme Court in State v. Hawaii Market Center. lnc.._ 52

Haw. 642, 485 P.2d 105 (1971). For the past 35 years from 1971 until the codification

as adopted in 2006 of the Uniform Securities Act, HRS Chapter 485A, the definition of

investment contract has been well established. To fall under an investment contract,

the fourth element required that an offeree not receive the actual right to control the

management of the enterprise. In the 2006 codification, the definition of investment

contract (also known as a “quasi-contractual security”) was inadvertently altered to say

that the offeree did not have the intent to control, thereby diverging from Hawaii case

law. This bill amends the language back to "actual control" in order to properly track the

Hawaii case law.

3. This bill corrects an erroneous reference to section 15(h)(2) of the

Securities Exchange Act of 1934 (15 U.S.C 78(o)(2)). HRS Section 485A-402(b)(1) is

supposed to point to the de minimis transactions exemption in the federal laws which is

now found at section 15(i)(3) of the Securities Exchange Act (15 U.S.C. 78o(i)(3)). This

bill changes the reference to the correct federal provision and adds clarifying language.
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The bill in its original form has been reviewed with the Hawaii securities industry

including the Securities Section of the Hawaii State Bar Association, the Securities

Industry Financial Markets Association, the Financial Planners Association and the

Bankers’ Association. The industry found the bill to be non-controversial and we ask

the Committee to pass this bill unamended.

We wish to mention that the American Council of Life Insurers (ACLI) offered an

amendment to the bill asking that “variable annuities” be deleted from the definition of

“securities” in HRS Chapter 485A. ACLl’s proposed amendment changes a non-

controversial bill with no fiscal implications to a very controversial bill. We

strongly oppose ACLI's proposed amendment. The House subject committee, the

Consumer Protection Committee (CPC), refused to adopt ACLl’s amendment and

passed the bill without ACL|’s amendment. We respectfully ask that your

Committee, like CPC, pass the bill without ACLl’s amendment. We wish to inform

this Committee that ACLl’s proposal is a complex one with serious implications on the

consumer. It reverses the regulatory scheme that has been in place for almost three

decades in Hawaii and limits anti-fraud provisions meant to protect consumers. It

discounts the fact that variable annuities are truly hybrid products that are both

insurance and securities instruments. In fact, the Securities and Exchange Commission

and FINRA (formerly NASD) both consider variable annuities as securities at the federal

level. (An abridged list of some of the harms that ACLI's proposed amendments would

cause to consumers is included as Attachment A to this testimony.)
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The previous House committee, CPC, recently rejected the proposed

amendments, as did the legislature in 2006 when it considered ACLl‘s same proposed

amendments in that year. In 2006, the legislature also commissioned the Legislative

Reference Bureau to study and report on the matter. In the 81-page extensive LRB

report delivered to the 2007 legislature, the LRB did not conclude that dual regulation of

variable annuities between the Securities Commissioner and the Insurance

Commissioner in Hawaii be repealed. Moreover, in 2007, ACLI offered a similar

challenge and reached an agreement with the Commissioner of Securities, which its

current amendment would now reverse without consideration to the consumers. We

respectfully ask this Committee to decline to revisit the proposed amendment at this

time. If the Committee does so wish to revisit this matter, we respectfully ask for an

opportunity to fully present the complex, extensive and serious implications such an

amendment would have on consumers.

For the reasons set forth above, we ask that the Committee pass this bill

unamended as it has no fiscal implications and is non-controversial as is. Thank you for

the opportunity to testify. I would be happy to answer any questions the Committee

may have.
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ATTACHMENT A

LEGAL HARM TO CONSUMERS SHOULD "VAR|ABLE ANNUlTIES" BE REMOVED

FROM DEFINITION OF "SECURITIES"

We would oppose ACLl‘s proposal to delete “variable annuities” from the

definition of “securities” because it would remove these hybrid securities/insurance

products from the securities anti-fraud jurisdiction of the securities laws. We believe this

would be harmful to consumers since securities anti-fraud measures are meant to deal

with the kinds of risk these complex products pose and also since we have the staff

resources necessary to police the complaints of sales practice abuses of securities.

This matter was heavily debated in the 2006 legislative session and the matter

was defeated then and again in 2007 primarily because of the legislature's concerns

that it would weaken protection to the public and that there was no significant

registration burden on the industry Because this is a very complex matter, the

legislature asked the LRB to do an extensive review and report on this proposal in 2006

and the extensive 2007 LRB report did not conclude that the dual registration should be

removed.

To help focus on the legal implications and harm to the consumer if ACLl’s proposal

was adopted, below is enumerated some of the deficiencies in consumer protection that

would result. If “variable annuities” were removed from the definition of “securities” and

annuities regulation under insurance law were the sole enforcement provisions, there

would be the following gaps in consumer protection.

Page 1
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o Scope —

O

O

O

Deficiency: Without securities regulations, consumers would be left with

the annuities regulation that currently only covers agents, and not

insurers, unless no agent is involved in a recommendation. This insulates

the vast majority of insurance companies from liability under the statute as

long as an agent is involved. See HRS 431 :10D-623.

What this means: Most seniors are sold the product by agents. In those

cases, the senior victims may not be able to recover money since the

scope limits responsibility to agents who often will not have funds.

Insurance companies with the deep pockets are off the hook in these

cases which would be in 99% of all cases.

How securities regulation helps fill the gap: The securities regulators

can go after both agent and firm at the same time.

o Exclusions —

O

O

Deficiency: Without securities regulations, the annuities regulation does

not cover variable annuities that are used to fund pension plans, 401(k)'s,

403(b)'s and other retirement plans. See Section HRS 431:10D-621.

What this means: Variable annuities sold to seniors investing through

pension plans, 401(k)'s, 403(b)'s and other plans would be excluded from

the annuities regulation. If ACLl’s amendment goes through, the annuity

regulation would not include suitability or sales practice abuses in the sale

of variable annuities that are bought through pension plans, 401(k)'s,

Page 2
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o 403(b)'s, etc. Our teachers who participate in annuities through 403(b)

plans would be particularly impacted. This is particularly unfortunate since

variable annuities are the kinds of long-term products that may be found in

retirement plans.

o How securities regulation helps fill the gap: There is no exclusion

under securities laws for retirement plans so securities regulators can

oversee abusive sales practices of variable annuities even if the variable

annuities fund retirement plans.

0 Deficiency: Without securities enforcement, the annuities regulation

can/es out direct-response solicitations. See Section HRS 431:10D-621.

0 What this means: Variable annuities sold to a senior who sees an ad in

the paper, calls and buys without discussing her consumer information to

the person on the phone would have no protection against the seller under

the annuities regulations. By contrast, if this happened now and that

product was not suitable for the buyer and was not properly explained to

him or her, the securities enforcement staff could go after that seller for

sales practice abuses.

o How securities regulation helps fill the gap: There is no exclusion

under securities laws for solicitations of any kind. Securities regulators

can go after the seller and his or her supen/isor for the solicitation. Direct-

response solicitations do insulate sellers from liability under securities law.

Page 3
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o Loopholes —

O

O

O

O

O

Deficiency: Without securities enforcement, the annuities regulation does

not apply to situations where the consumer is deemed to have withheld

information. See HRS 431 :1 OD-623

What this means: If a senior doesn't want to tell the agent information

the agent asks for, then that transaction is can/ed out from regulation.

Basically, agents can avoid liability if a consumer does not want to answer

a question. Ask the senior questions he doesn't want to answer. If he

doesn't answer, the agent can sell variable annuities but cleared from

responsibility and from enforcement of sales practice abuses.

How securities regulation helps fill the gap: There is no can/e out in

securities law that places the burden on the consumer in this way to allow

agents to avoid responsibility.

Deficiency: Without securities enforcement, the annuities regulation does

not apply to situations where the agent knew or suspected the consumer

might be providing inaccurate information. See HRS 431:10D-623.

What this means: This is a very tricky but serious loophole as drafted. If

a senior tells the agent his or her suitability information and the senior

inflates the information in a way that the agent knows or suspects is

untrue, the agent is still allowed to rely solely on what the senior says.

The law would create plausible deniability. So for example, if the agent is
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O

a neighbor and knows or suspects the senior is broke but the senior says

he is not, the agent can still sell the senior a risky, expensive product

based on the information that was given without regard to what the agent

knows or suspects is untrue. This is very bad for consumers, especially

seniors who might be embarrassed by their financial standings and might

lie as matter of pride.

How securities regulation helps fill the gap: Under the current

securities laws, there is more protection. If the seller knew or suspected

that the information was untrue and the senior was broke, the seller would

not be able to shrug off responsibility. A seller cannot just rely on the

senior's information. The seller can be liable for reckless disregard of the

truth if he or she knew or suspected.

0 Supervision -

O

O

O

Deficiency: Without securities enforcement, the annuity regulation allows

substantial delegation of the responsibility for making sure that the

requirements of the law are observed. See HRS 431:10D-623.

What this means: This means less protection for consumers.

Companies/agents can contract out supervision responsibility to a 3'“

party. There is no requirement that the 3"’ party has to review every sale

of variable annuity it is taking responsibility for.

How securities regulation helps fill the gap: Under current securities

law, every variable annuity is reviewed for supervision and suitability.
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o Remedies —

O

O

O

O

O

Deficiency: Without securities enforcement, the annuity regulation

codifies a doctrine of forgiveness, suggesting that upon taking corrective

action, a violator should not be subject to further sanctions. See HRS

431:10D-624. Moreover, it codifies specifically in the law that penalties

can be reduced or even eliminated if the violation was not part of a

“pattern or practice."

What this means: Once there is a violation, the violator can take a

number of steps to correct the problem and show that there was no

pattern. If they can, then the law codifies that these measures may allow

reduction or elimination of penalties. It's not clear that any of those steps

would adequately remedy the victim's loss.

How securities regulation helps fill the gap: By contrast, under the

securities law, while these factors may play a part in penalties, it is not

codified and gives the enforcement agencies broader scope and discretion

in deciding whether to consider these factors as mitigating.

Deficiency: Without securities regulation, the annuity regulation allows

penalties of up to $10,000 per violation.

How securities regulation helps fill the gap: A violation of securities

laws, including fraud and sales practice abuses, allows for penalties of up

to $50,000 per violation and up to $100,000 for victims 62 and older.
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To: Committee on Finance
Representative Sylvia Luke, Chair

Date: March 27, 2013, Conference Room 308, 4:45 p.m.

Re: SB1066. HD1 - RELATING TO SECURITIES LAW

Chair Luke and Committee Members:

My name is Steve Tam, Director of Advocacy for AARP Hawaii. AARP is a membership
organization of people 50 and older with nearly 150,000 members in Hawaii. AARP fights on
issues that matter to Hawaii families, including the high cost of long-term care; access to
affordable, quality health care for all generations; providing the tools needed to save for retirement
and serving as a reliable information source on issues critical to Americans age 50+.

AARP Hawaii strongly supports SB1066 HD1 — Relating to Securities Law.

This bill amends Hawaii Uniform Securities Act, HRS Chapter 485A to correct and clarify errors
and inconsistencies.

We would oppose removing variable annuities from the definition of "security," as proposed by
other testimony in previous hearings on this bill. We have seen in our recent financial fraud
awareness campaign conducted across the islands that many of our members have been targeted
by marketers of variable annuities and confused by these complex products. We believe the anti-
fraud provisions provided by the State securities laws play an important part in protecting our
membership when it comes to sales of often unfamiliar investment products such as variable
annuities. The securities law oversight of variable annuities has been a part of the regulatory
scheme in Hawaii for over 30 years and we believe such protections should remain in place.

Thank you for the opportunity to provide testimony.
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